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INTRODUCTION 

Q. 

A. 

Q. 

A. 

Q. 

4. 

Q. 

4. 

Please state your name for the record and by whom you are employed. 

My name is Timothy James Coley. I am employed by the Residential 

Utility Consumer Office (“RUCO”). 

Are you the same person named above that filed direct testimony in this 

docketed case (W-01445A-00-0650) before the Arizona Corporation 

Commission (“ACC”) on behalf of RUCO? 

Yes. I filed direct testimony regarding this case on April 20, 2005. 

What is the purpose of your surrebuttal testimony in this proceeding? 

The purpose of my surrebuttal testimony in this proceeding is to present 

RUCO’s response to Arizona Water Company’s (hereafter referred to as 

“AWC” or “Company”) rebuttal testimonies filed by Ms. Sheryl L. Hubbard 

and Mr. Ralph J. Kennedy. My surrebuttal will supplement and 

complement my direct testimony, as well as RUCO’s, on matters 

pertaining to the Company’s rebuttal positions in this docket. 

Is there another witness on behalf of RUCO presenting responses to the 

Company’s rebuttal testimonies? 

Yes. RUCO witness, Mr. William A. Rigsby, will present RUCO’s 

responses to the Company’s rebuttal testimonies on the remaining issues 
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filed by AWC witnesses Mr. William M. Garfield, Mr. Michael J. Whitehead, 

Dr. Thomas M. Zepp, Mr. Ralph J. Kennedy, and Ms. Sheryl L. Hubbard. 

Q. 

A. 

Q. 

A. 

What areas will your surrebuttal testimony address? 

I will provide surrebuttal testimony in the following areas: 

1. 

2. 

RUCO’s corrected lag days for the federal and state income taxes. 

RUCO’s annualization of the Company’s revenues and expenses 

on a going forward basis. 

Property taxes based on gross revenues utilizing the computational 

methodology agreed upon by the Arizona Department of Revenue 

(ADOR) and the Water Utilities Association of Arizona. 

3. 

4. RUCO’s two-tier rate design. 

Have you included any updated schedules and/or revenue requirements in 

this surrebuttal filing? 

No. I maintain the same positions as filed in my direct testimony. 

RATE BASE 

Working Capital - LeadlLag Days for Federal and State Income Taxes 

Q. Did the Company address your corrections for its lag days for federal and 

state income taxes in its rebuttal testimony? 

Yes. Company witness, Ms Hubbard, stated that RUCO continues to offer 

the same recommendation for federal and state income tax lag days of 

A. 

2 
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61.95 and 99.80, respectively, as RUCO recommended in the Northern 

and Eastern Group cases, (Hubbarb Rebuttal Testimony at 12). 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Do you agree with Ms. Hubbard’s statement that RUCO recommended 

federal and state income tax lag days of 61.95 and 99.80, respectively, in 

the Northern and Eastern Group? 

Not entirely. The instant case, Western Group, is the first time RUCO has 

recommended a correction in the state income tax lag days. 

What is the basis of your correction to the Company’s leadhag days as 

filed in its rate application? 

The basis of the correction is the same as I state in my direct testimony. A 

company’s working capital requirement is the amount of cash the 

company must have on hand to cover expenses that must be paid before 

revenues are available, thus received, to make those expense payments. 

Do all public utility companies calculate lead/lag days in a similar manner? 

Yes. First, it is not necessary to distinguish between a public utility 

company and any other form of company, private or public, to calculate 

the timing differences between when revenues are received and expenses 

must be paid to determine lead/lag days. Bankers and other creditors 

often calculate lead/lag days to compute cash working capital as an 

indicator of the short-run liquidity of a company to determine if it is 

3 
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financially capable of making the installment loan payments. For the most 

part, all leadhag studies concerning income taxes I have analyzed use 

similar methods with marginal differences resulting. 

3. 

4. 

Q. 

4. 

How does AWC federal income tax lag days of 2.52 compare with other 

lead/lag studies that you have reviewed? 

It is extremely lower than other utility companies that have filed leadllag 

studies before this Commission. 

Can you provide some other utility companies’ lead/lag study comparisons 

that had rate case proceedings before this Commission? 

Yes. The table below illustrates four of the largest utilities in Arizona that 

recently had or are in the process of a rate case hearing before this 

Commission and compares federalktate income tax lag days. 

Company Federal Tax Laq Days State Tax Lag Days 

APS ................................ 60 62 

Qwest.. ............................ 80 18 

TEP ................................. 42.41 * 

SWG.. .............................. 37 * 

* Note: These Companies provided a composite federal and state leadllag tax 

days study. 
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Q. 

A. 

Can you explain the enormous difference in income tax lag days between 

AWC and the companies used in your comparison? 

Yes. In part, the methodology AWC uses assumes it makes payments on 

both federal and state income taxes on a monthly basis rather than when 

actually paid on a quarterly basis. The Company’s study presumes a cash 

payment is being made when the Company records the expense on its 

books each month, not when the actual cash payment is made on a 

quarterly basis. Booking an expense is not cash payment of a liability. 

The correct computation of working capital is based on when the actual 

cash outlay is paid, not booked. 

OPERATING INCOME 

Annualization of Revenues and Expenses 

3. 

4. 

3. 

4. 

Did the Company disagree with your annualization of revenues and 

expenses? 

Yes. 

expense annual ization. 

The Company took issue with three areas of my revenue and 

What three areas of your revenue and expense annualization did the 

Company address in its rebuttal testimony? 

First, Ms. Hubbard, in response to RUCO’s criticism that AWC failed to 

recognize the Test Year-end number of customers in its calculation in 

determining revenues and expenses on a going forward basis, states 

5 
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AWC did recognize the year-end level of customers. Second, the 

Company is critical of RUCO’s use of average revenue per customer 

using all customer classes versus just the residential class. Third, the 

Company claimed that a regression analysis performed by RUCO was 

“theoretically questionable and outdated”. 

3. 

4. 

Please respond to the Company’s first argument that it has utilized the 

Test Year-end customers in its revenue annualization. 

By utilizing the Test Year-end customers in its calculation, the Company 

understates the actual annual growth. The reason is because the 

Company is measuring the growth as the difference between Test Year 

average number of customers to the year-end number of customers, 

rather than measuring growth from the beginning of the Test Year to the 

end of the Test Year. Regarding its growth calculation the Company 

states, “During the test year, the Western Group served an average of 

19,596 customers, a difference of 670 customers” from Test Year-end 

customer count of 20,266. The Company’s use of an average Test Year 

customer count fails to recognize revenues and expenses associated with 

the Test Year growth of an additional 587 customers in the Western 

Group. The Company’s customer count work papers provided in its rate 

application clearly indicate that the Test Year customer growth count was 

1,257 rather than the Company’s stated average of 670. The Company’s 

6 
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methodology only accounts for 6 months of growth rather than a year’s 

worth of growth. 

Q. 

A. 

Q. 

A. 

Please respond to the Company’s second criticism regarding your use of 

average revenue for all classes of customers. 

I do not agree with the Company’s argument. Even if I were to modify my 

calculation so it recognized only the residential average revenues as the 

Company proposes, the adjustment would still be greater than the 

Company’s because the Company’s average residential revenue is 

significantly understated when compared to the actual average residential 

revenue. 

Please provide an explanation to the Company’s response concerning 

RUCO’s regression analysis. 

The Company complains that RUCO’s regression analysis is “outdated”. 

By this reasoning the Company’s lead/lag study must also be outdated 

because it is also vintage 1999 (see Hubbard Direct Testimony page 20, 

line 16 and 17). 
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Property Tax 

Q. 

A. 

3. 

4. 

Do you agree with the Company’s modification to the Arizona Department 

of Revenue (“ADOR”) property tax valuation method to determine the 

Western Group’s property tax expense? 

No, I do not. It has been and continues to be RUCO’s position that a 

methodology solicited by the water utility association and adopted by a 

state agency charged with the expertise to determine property tax 

valuations should be respected until modified or changed by law or that 

agency. The ADOR property tax valuation method is the result of an 

agreement by the Arizona Water Association and ADOR to provide the 

utilities, as well as the Commission, guidance regarding projections of 

future property tax expense. 

Does RUCO agree that an increase in revenue will undoubtedly lead to an 

increase in property taxes? 

No. According to ADOR, property tax rates have been decreasing the 

past several years. With the uncertainty of future tax rates, the Company 

may experience a tax expense decrease in future years. Besides, AWC 

has been ordered by the Commission to file a rate case with a Test Year 

ending 2006 to recover costs associated with the Arsenic Cost Recovery 

M ec h a n ism (“AC R M ”) . 
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Q. 

A. 

When will the Company pay the property tax impacted by the increased 

revenues approved in this case? 

Assuming that the rates resulting from this case go into effect in the last 

quarter of 2005, it will not be until the end of 2006 before the Company will 

have one full year of operating revenues at the new rates. Thus, the 2006 

revenues will not form the basis of the Company’s “Full Cash Value” until 

2007. The Company’s first payment would not be due until October 2007, 

and the final payment will not be due until March 2008. Further, if the 

Company receives approval of its proposed ACRM mechanism a rate 

case will be required by 2007. 

RATE DESIGN 

Q. 

4. 

Please discuss the Company’s rebuttal arguments regardin 

recommended rate design. 

your 

Company witness, Mr. Kennedy, criticized RUCO’s rate design on the 

grounds that it fails to recognize and adjust rates for price elasticity, fails to 

provide any protection to the Company for the increased revenue volatility 

that results from the tiered rate design, fails to justify an intentional 

subsidy in pricing the first block of water for the 5/8” X 3/4” meter size, and 

inequitable rates for the larger meter sizes. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

Please describe RUCO’s rationale for its rate design and tiered rates. 

The Commission has strongly supported the use of tiered rates in recent 

years. Tiered rate structures may or may not effectively promote water 

conservation. 

Please further discuss Mr. Kennedy’s price elasticity argument. 

Many, if not all, of the arguments and issues presented by Mr. Kennedy 

are highly academic, speculative, and without empirical evidence. Any 

argument that I could raise would be laden with the same shortcomings. 

The full intent of a tiered rate structure is to send price signals that lead to 

conservation, but without hard empirical data to review and analyze, I 

cannot say if the customers’ behavior will change for a short-term, long- 

term, or any at all for that matter. Accordingly, an adjustment at this time 

for lost revenues (or price elasticity) would be speculative at best and 

most certainly would not meet the “known and measurable” standard of 

ratema king. 

Does this conclude your testimony on Arizona Water‘s Western Group 

systems? 

Yes, it does. 

10 
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INTRODUCTION 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Please state your name, occupation, and business address. 

My name is William A. Rigsby. I am a Public Utilities Analyst V employed 

by the Residential Utility Consumer Office (“RUCO”) located at 1110 W. 

Washington, Suite 220, Phoenix, Arizona 85007. 

Please state the purpose of your surrebuttal testimony. 

The purpose of my surrebuttal testimony is to respond to Arizona Water 

Company’s (“Arizona Water” or “Company”) rebuttal testimony on RUCO’s 

recommended revenue level, rate base and rate of return on invested 

capital (which includes RUCO’s recommended cost of debt and cost of 

common equity) for the Company’s Western Group. The Western Group 

is comprised of five separate systems that serve the communities of Ajo 

Heights (“Ajo”), Casa Grande, Coolidge, Stanfield and White Tank. The 

Company’s rebuttal testimony was filed with the Commission on May 13, 

2005. 

Have you filed any prior testimony in this case on behalf of RUCO? 

Yes, on April 20, 2005, I filed direct testimony with the Arizona Corporation 

Commission (“ACC” or “Commission”). My direct testimony addressed the 

revenue requirement and rate base issues associated with the Casa 

Grande and Stanfield systems in the Western Group. I also filed, under 

separate cover, direct testimony on the cost of capital issues for the entire 
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Western Group. RUCO witness Timothy J. Coley filed direct testimony on 

the required revenue and rate base issues associated with the Ajo, 

Coolidge and White Tank systems, and presented RUCO’s recommended 

rate design for the entire Western Group. All of the aforementioned issues 

were raised in Arizona Water’s application requesting a permanent rate 

increase (“Application”) based on the Company’s chosen test year ended 

December 31, 2003 (“Test Year”). For purposes of comparison, I have 

included Surrebuttal Schedule WAR-1 , which illustrates the positions that 

were presented in the direct testimony of the Company, ACC Staff and 

RUCO. 

Q. 

A. 

How is your surrebuttal testimony organized? 

My surrebuttal testimony is organized by the issues that have been raised 

in the case and contains six parts: the introduction that I have just 

presented; the Company’s request to recover both deferred and future 

Central Arizona Project (“CAP”) costs in rates; the Company’s accounting 

treatment of legal costs in the Casa Grande system; RUCO’s calculation 

of accumulated depreciation for the five Western Group systems; RUCO’s 

recommendation to eliminate the Company’s purchased power adjustor 

mechanism (“PPAM”) and purchased water adjustor mechanism 

(“PWAM”) which also includes an adjustment for increased power 

expense as a result of the recent Arizona Public Service (“APS”) rate 

2 
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increase’; and RUCO’s cost of capital recommendations. The section on 

CAP costs will address the rebuttal testimony of Company witnesses 

William M. Garfield, Sheryl L Hubbard and Michael J. Whitehead. The 

section on Casa Grande legal costs will address Mr. Garfield’s rebuttal 

testimony on that issue. The section on RUCO’s accumulated 

depreciation adjustment will address the rebuttal testimony of Ms. 

Hubbard. The section on the elimination of the Company’s PPAM, PWAM 

and RUCO’s adjustment related to the recent APS rate increase, will 

address the rebuttal testimony of Mr. Ralph J. Kennedy and Ms. Hubbard. 

The final section on the cost of capital issues associated with the case will 

address the rebuttal testimony of Mr. Kennedy and the Company’s cost of 

capital consultant, Dr. Thomas M. Zepp. 

CAP COSTS 

Q. Please give a brief overview of the argument on the CAP cost issues in 

this case. 

For the most part, the Company has not changed its position on CAP 

water costs in its rebuttal testimony. As I will explain later in my testimony, 

the Company’s witnesses have misrepresented the intent of ACC Decision 

No. 62993, dated November 3, 2000, in order to justify why Arizona Water 

should be able to recover deferred and ongoing CAP M&l costs in rates 

from the general body of ratepayers in Casa Grande, Coolidge and White 

A. 

Decision No. 67744, dated April 7, 2005. 1 

3 
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Tank. If the Commission adopts the Company’s proposed ratemaking 

treatment of its deferred CAP costs, the general body of ratepayers will 

not receive CAP water in exchange for what they will be paying for in 

rates. The Company provides additional information on their long-term 

plans for CAP water treatment facilities, however, none of these facilities 

are operational at the present time. In the case of Arizona Water’s Casa 

Grande system, the Company is presently providing untreated non- 

potable CAP water to customers under Arizona Water’s NP-260 tariff 

(which allows the Company to recover all of the costs associated with non- 

potable CAP water deliveries in Casa Grande). 

Q. 

4. 

3. 

4. 

Have you reviewed the rebuttal testimony of Company witnesses William 

M. Garfield, Sheryl L Hubbard and Michael J. Whitehead that addresses 

the CAP issues related to the case? 

Yes. 

aforementioned Company witnesses, on May 13, 2005. 

I have reviewed the Company’s rebuttal testimony, filed by the 

Please address the rebuttal testimony of Mr. Garfield. 

The first portion of Mr. Garfield’s rebuttal testimony on the CAP issues in 

this case makes the following points in regard to RUCO’s direct testimony 

and recommendations: first, Mr. Garfield states my position that the CAP 

allocations are not used and useful and should not be placed in rates 

because they will place an undue hardship on customers; second, Mr. 
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Q. 

A. 

Garfield incorrectly states that my testimony did not recognize the fact that 

the Company is presently utilizing a portion of its CAP allocation for non- 

potable customers in the Casa Grande system; and third Mr. Garfield 

incorrectly states that the Commission’s official policy for the recovery of 

CAP costs is contained in Decision No. 62993, dated November 3, 2000. 

The second portion of Mr. Garfield’s rebuttal testimony contains 

background information on the CAP and Arizona Water’s contractual 

obligations with the Central Arizona Water Conservation District 

(“CAWCD”). The third and final portion of Mr. Garfield’s rebuttal testimony 

on the CAP issues in this case contains his rationale as to why he 

believes that ratepayers in Casa Grande, Coolidge and White Tank benefit 

from the Company’s CAP allocation and should pay for the Company’s 

deferred and ongoing CAP costs in their rates. 

Have any of the arguments, for the recovery of CAP charges (from 

customers in Casa Grande, Coolidge and White Tank who require treated 

potable CAP water) presented in Mr. Garfield’s rebuttal testimony caused 

you to change your position on the recovery of CAP costs? 

No. RUCO’s position on Arizona Water’s request for the recovery of CAP 

costs remains unchanged. RUCO believes that, with the exception of the 

non-potable CAP water being utilized under the Company’s CAP contract 

in the Casa Grande system, the remainder of Arizona Water’s CAP 

allocation costs for Casa Grande, Coolidge and White Tank fails to meet 

5 
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the used and useful standard, and therefore should not be recovered from 

ratepayers who do not receive CAP water. RUCO strongly recommends 

that the Commission deny Arizona Water’s requests for rate base 

treatment of the Company’s deferred CAP charges, the proposed ten-year 

amortization of the deferred CAP charges, and the recovery of on-going 

CAP M&l charges in rates. 

Q. 

A. 

Do you also stand by your position that the recovery of CAP charges will 

place an undue burden on ratepayers in this case? 

Yes. The Company has not revealed in this case the actual monthly 

charges that will be passed on to ratepayers in the Casa Grande, Stanfield 

and White Tank systems through the Company’s proposed arsenic cost 

recovery mechanism (“ACRM”). If the Company’s CAP and ACRM cost 

recovery requests are approved by the Commission, ratepayers requiring 

potable water in Casa Grande and White l ank  will not only have to pay 

monthly rates that will include costs associated with CAP water that they 

are not receiving, but will also have to pay the additional ACRM 

surcharge. This situation very well could result in rate shock, which is 

unacceptable to RUCO, especially since no actual CAP water treatment 

facilities exist at the present time, and customers will actually be forced to 

pay for costs associated with CAP water that they may or may not receive 

for years to come. 
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Q. 

A. 

a. 

4. 

Mr. Garfield stated in his rebuttal testimony that RUCO did not address the 

recovery of CAP costs in a future rate case. Is this a true statement? 

Yes. It is true that RUCO did not address the future recovery of CAP 

costs for the three systems in question. However, RUCO’s 

recommendation to allow cost recovery of CAP charges for Arizona 

Water’s Apache Junction system, during the Company’s Eastern Group 

rate case proceeding, stands as proof that RUCO is not opposed to the 

recovery of CAP costs as long as the used and useful standard is met and 

ratepayers actually receive the CAP water that they are paying for in their 

rates. 

Please explain why RUCO supported the recovery of CAP costs in the 

Eastern Group proceeding, but opposes the recovery of CAP costs in this 

Western Group proceeding. 

During the Eastern Group rate case, Arizona Water was using almost all 

of the Company’s Apache Junction CAP allocation. The Apache Junction 

system’s 2001 test year CAP usage can be seen in Attachment A of this 

testimony, which contains a printout from the CAWCD’s website. This 

printout demonstrates that Arizona Water utilized 5,163 acre-feet or 

approximately 86 percent of the Company’s 6,000 acre-foot allocation 

during the 2001 operating period. Over the course of the Eastern Group 

proceeding, it was pointed out by Arizona Water that Apache Junction 

CAP water is treated at a City of Mesa facility and is then pumped into the 
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Apache Junction distribution system for use by Apache Junction 

ratepayers. 

In the case of the Western Group, there are presently no treatment 

facilities in place to provide potable CAP water to ratepayers in the Casa 

Grande, Coolidge and White Tank systems. During the Western Group 

Test Year, Arizona Water utilized approximately 26 percent of the 

Company’s Casa Grande CAP allocation (see Attachment B). However, 

all 26 percent of the allocation was utilized as non-potable water and 

Arizona Water’s costs for the CAP water deliveries were fully recovered 

through the Company’s cost based NP-260 Tariff, a copy of which can be 

seen in Attachment C of this testimony. 

As I pointed out in my direct testimony, the information that I have just 

presented here comprises the fundamental difference between the reason 

why RUCO supported CAP cost recovery in the Eastern Group rate case 

and opposes CAP cost recovery in this proceeding. Quite simply, in this 

proceeding, Arizona Water wants to charge ratepayers in Casa Grande, 

Coolidge and White Tank for costs associated with CAP water that they 

are not using. 
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Q. 

A. 

3. 

4. 

Why do you say that Mr. Garfield incorrectly stated that your testimony did 

not recognize that the Company is presently utilizing a portion of its CAP 

allocation for non-potable customers in the Casa Grande system? 

Because I specifically stated on pages 17, 18 and 21 of my direct 

testimony that with the exception of providing non-potable CAP water to 

Casa Grande customers under the Company’s cost based NP-260 Tariff 

(exhibited in Attachment C) Arizona Water was not utilizing the Company’s 

CAP allocation for the Western Group. 

Twice now you have referred to the Company’s NP-260 Tariff as being 

cost based. What exactly do you mean by this? 

As can be seen in the actual document exhibited in Attachment C, the NP- 

260 Tariff, which was approved by the Commission in Decision No. 66849, 

states that the customer will be billed for all of the actual costs associated 

with the delivery of non-potable CAP water including a percentage of the 

actual costs to cover the Company’s administrative costs and overhead. 

A monthly bill under the NP-260 Tariff includes four different components 

that allow full recovery of annual demand applicable to CAWCD M&l water 

service charges (based on the number of acre-feet requested by the 

customer), a monthly meter charge by meter size which includes no water, 

a commodity charge designed to pass on all costs of non-potable CAP 

water delivered to the customer, and a power, maintenance and 

depreciation charge based on actual costs incurred and on Commission 

9 
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approved rates of depreciation. The first component of the NP-260 Tariff 

allows Arizona Water to recover the deferred CAWCD M&l charges that 

are attributable to non-potable customers in Casa Grande. These are the 

same deferred CAWCD M&l charges that the Company is seeking to 

recover from ratepayers in Casa Grande, Coolidge and White Tank that, 

unlike the non-potable customers, will receive no CAP water until the 

Company finally puts treatment facilities into service. 

Given the fact that Arizona Water is presently recovering all of the costs 

for the non-potable CAP water that the Company is taking under its CAP 

allocation, the Company should not be permitted to also recover CAP 

costs from the general body of ratepayers in Casa Grande, Coolidge and 

White Tank, who receive no benefit from the CAP allocation. 

3. 

4. 

Please explain why Mr. Garfield is incorrect in his statements regarding 

Decision No. 62993, dated November 3, 2000. 

In the direct and rebuttal testimony of Mr. Garfield and Ms. Hubbard, both 

Company witnesses purport that Decision No. 62993 constitutes official 

ACC policy on water utility issues including the recovery of CAP costs. 

This is not what the Decision says, and is simply untrue. 

10 
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Q. 

A. 

What do you believe the intent of Decision No 62993 was? 

Decision No. 62993 recognizes the fact that ACC Staff conducted water 

utility workshops, by order of Decision No. 60829, and later produced a 

Staff Report that contained recommendations on certain water utility 

issues including possible ways of recovering CAP costs. Nowhere in 

Decision No. 62993 is there any language that adopts any of the 

recommendations or views presented in the ACC Staff report or concludes 

that the recommendations constitute official ACC policy. Nor is there an 

ordering paragraph that actually orders Commission Staff to implement 

any of the recommendations contained in the ACC Staff report. In the 

final section of the decision, titled “Conclusions of Law,” the Decision 

states the following: 

1. The Commission as a regulatory body with the longest 
history and the primary responsibility over private water 
companies should take the lead in seeking a coordinated 
solution to the problems of small water companies. 

2. The Commission arranged for the formation of the Task 
Force for meetings between representatives of regulatory 
agencies, the water providers, and water consumers in 
order to address these issues. 

3. The Task Force has issued a report that summarizes the 
views of its members. 

Mr. Garfield and Ms. Hubbard’s testimony completely distorts the intent of 

Decision No. 62993 and should be given no weight. 

11 
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Q. Please describe Ms. Hubbard’s rebuttal testimony on the CAP issues 

associated with the case. 

Other than the fact that Ms. Hubbard’s rebuttal testimony contradicts Mr. 

Garfield’s rebuttal testimony by stating that I did recognize the fact that 

Arizona Water was utilizing a portion of its CAP allocation to serve non- 

potable customers through the NP-260 Tariff, there is really nothing in her 

testimony that hasn’t already been said or argued by Mr. Garfield on this 

issue as it relates to RUCO’s position in the case. Ms. Hubbard cites 

several ACC decisions that involved the recovery of CAP costs in rates, 

including the Eastern Group Decision that I have already discussed, 

however none of these other decisions have anything in common with this 

case. 

A. 

Q. 

A. Yes. 

Have you read the rebuttal testimony of Mr. Whitehead? 

Q. 

A. 

Please describe Mr. Whitehead’s testimony? 

Mr. Whitehead’s rebuttal testimony describes the plans that the Company 

has to build CAP treatment facilities for the Casa Grande, Coolidge and 

White Tank systems. However, none of these plants exist at this time. 

Therefore, his testimony is completely irrelevant since the ACC did not set 

any CAP recovery policy pursuant to Decision No. 62993. In fact, his 
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should be delayed until the Company is actually providing treated CAP 

water to the three affected systems. 

Q. 

A. 

Why do you believe that Mr. Whitehead’s testimony reinforces your 

argument that the recovery of CAP charges should be delayed until the 

Company is actually providing treated CAP water to the three affected 

systems? 

Mr. Whitehead’s testimony only provides evidence that Arizona Water has 

plans to utilize the Company’s CAP allocation in Casa Grande, Coolidge 

and White Tank but none of these facilities presently exist. Mr. 

Whitehead’s testimony reinforces RUCO’s argument that customers who 

require treated CAP water, in the three affected systems, will not receive 

any CAP water in return for the CAP costs that would be collected in rates 

until actual treatment facilities are constructed sometime between 2008 

and 2012. RUCO believes that, with the exception of the NP-260 Tariff 

customers, no CAP costs should be recovered from ratepayers until the 

CAP allocation is utilized in a manner that is beneficial to the general body 

of ratepayers. 

Once the facilities that Mr. Whitehead discusses in his testimony have 

been constructed and are providing treated CAP water for a full operating 

period, the Company should apply for rate relief and make a request for 

the recovery of CAP costs and related treatment facilities. 

13 
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Q. 

A. 

2. 

4. 

What advantages do you see in waiting until actual treatment plants are 

constructed and operating? 

Assuming that the customer base continues to grow in the three systems, 

the impact of the recovery of CAP costs will not be as heavy on affected 

ratepayers. In addition, costs being recovered under the Company’s 

ACRM surcharge may also fall if treated CAP water is blended with 

groundwater that contains unacceptable levels of arsenic. Adhering to the 

accepted method of obtaining rate relief, that I have just described, would 

also give ACC Staff and RUCO the opportunity to audit the actual costs of 

the water treatment facilities and the actual operating expenses 

associated with them to insure that appropriate rates are set for the 

provision of service. 

Have you calculated what the impact would be on the Casa Grande, 

Coolidge and White Tank systems if the Commission were to adopt the 

Company’s proposal to recover CAP costs in rates? 

Yes. Surrebuttal Schedule WAR-2 compares a revenue summary 

exhibiting RUCO’s recommended gross revenue increase for the Casa 

Grande, Coolidge and White Tank systems, with a revenue summary 

which includes the Company’s pro forma adjustments for CAP cost 

recovery. In the case of Casa Grande, RUCO’s recommended gross 

revenue increase would jump from $15,481 to $1,005,606. In the 

Coolidge system, RUCO’s recommended level of gross revenue increase 
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would climb from $50,532 to $355,647. For White Tank, RUCO's 

recommended $8,568 gross revenue decrease would become a gross 

revenue increase of $141,729. 

Q. 

A. 

What is the monthly impact of these increases on individual customers? 

Based on annualized Test Year customer counts, the increases, if applied 

evenly across the board, would have a monthly impact of $5.60 per 

customer in Casa Grande, $8.43 per customer in Coolidge and $9.43 per 

customer in White Tank. Given the fact that ratepayers will not be 

receiving any direct benefit for what they would be paying for in their rates, 

RUCO believes that no amount of monthly increase is acceptable. In 

summary, the best analogy that I can offer is that allowing the Company's 

CAP costs in rates would be like a financial institution billing your credit 

card anywhere from $5.60 to $9.43 a month (depending on where you 

lived) for planned services that you may not get to use for another three to 

seven years, if ever. 

CASA GRANDE LEGAL COSTS 

Q. Please describe Mr. Garfield's rebuttal testimony regarding your 

recommendation to remove $824,374 in legal expenses from the Casa 

Grande system plant in service account. 

Mr. Garfield explains the disputes that Arizona Water had with the City of 

Casa Grande and argues that the Company should be permitted to 

A. 
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recover the legal costs associated with these disputes. However, it is 

clear that he has either missed the real point for which I recommended the 

adjustment or he is simply ignoring the reason why I have recommended 

that the legal costs in question should not be given rate base treatment. 

3. 

4. 

Please explain in detail why you believe that the Company treated the 

Casa Grande legal costs incorrectly. 

As I explained in my direct testimony, the Company has booked the Casa 

Grande legal costs into a non-depreciable plant account. This means that 

there will never be any decrease in the $824,374 figure that has been 

recorded in the account. If my recommendation is not adopted in this 

case, the full $824,374 figure will remain in rate base forever and will 

provide the Company with a return in perpetuity. Should the Commission 

adopt my recommended 9.17 percent required rate of return, the 

Company will receive an annual return of $75,595 on the $824,374 figure 

as long as that rate of return is in place. This means that Arizona Water 

would fully recover the $824,374 in approximately eleven years but 

continue to earn a return on the amount forever. Clearly this is not f&r to 

Casa Grande ratepayers. 
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Q. 

A. 

2. 

4. 

Is this the first time that the Company has treated legal costs in this 

manner? 

No. During the Eastern Group evidentiary hearing, Mr. Kennedy, the 

Company’s treasurer, admitted on the stand that legal costs associated 

with the Miami System’s Pinal Creek Group settlement were booked in a 

similar manner. As in this case, the Company made no effort to request 

an accounting order from the Commission on how to book the legal costs. 

In the Eastern Group proceeding, RUCO attempted to correct this 

situation, but was unable to do so because the Company’s actions were 

not discovered until Mr. Kennedy made his admission during the 

evidentiary hearing. 

Does Mr. Garfield’s explanation of the cause of the legal costs change 

your recommendation? 

No. Once again, as I stated in my direct testimony, the reasons for the 

legal costs are not relevant to my recommended adjustment. The costs 

should have been booked as operating expenses in the periods in which 

they were incurred and a determination should have been made if the 

costs were non-recurring. By treating the Casa Grande legal costs as a 

non-depreciable component of rate base, the Company has chosen to 

shift the burden from shareholders to ratepayers, who were innocent 

bystanders to the legal fight between their city government and Arizona 

Water. 
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Q. 

A. 

Would you have treated the Casa Grande legal costs as a non-recurring 

expense if the legal costs had been properly booked as an operating 

expense? 

Yes. Because I believe Casa Grande ratepayers should not have to pay 

for disputes between their city government and Arizona Water. These 

decisions were made by management and appropriately should be borne 

by shareholders. 

ACCUMULATED DEPRECIATION ADJUSTMENT 

Q. 

A. 

Have you reviewed the rebuttal testimony of Company witness Hubbard 

that addresses the accumulated depreciation adjustment issue related to 

the case? 

Yes. Ms. Hubbard disagrees with my adjustment to the Company’s 

accumulated depreciation account, which results in a decrease of $54,643 

in accumulated depreciation for the entire Western Group. In support of 

her argument for adoption of the Company’s accumulated depreciation 

figure, Ms. Hubbard claims that RUCO ignored both the provisions of 

Decision No. 38733, dated December 2, 1966, and the costs for removal 

and salvage of assets. Ms. Hubbard also claims that RUCO did not use 

proper leasehold amortization rates and incorrectly reduced the 

accumulated depreciation balance by the full original cost of retired non- 

depreciable plant assets. 

18 
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Q. What were the provisions of Decision No. 38733, dated December 2, 

1966?. 

Decision No. 38733, which is exhibited in Attachment D, orders that a 

$368,282,08 deficiency, which occurred over the period March 31, 1955 to 

December 31, 1965, be amortized over a period of thirty-nine years. 

RUCO has calculated that this works out to $9,443 per year for the entire 

Company, or $2,675 per year for the entire Western Group (when the 

Company’s 3 factor allocation ratio’s are applied). Assuming that the 

provisions of Decision No. 38733 have never been superceded in any 

later orders, the amortized amount, over the period covered in this case, 

would reduce RUCO’s $54,643 adjustment for the entire Western Group 

to $30,566. 

A. 

Q. Do you agree with Ms. Hubbard’s argument that RUCO failed to take the 

removal and salvage costs of plant assets into consideration? 

No. Removal and salvage costs have never been an issue in any of the 

Company’s prior cases that I have been involved with. In fact, if the 

Company has been adjusting the Commission ordered plant depreciation 

rates (which RUCO used in its calculation of accumulated depreciation) to 

take removal and salvage costs into consideration, then the Company has 

been incorrectly calculating annual depreciation expense and the resulting 

accumulated depreciation balances are understated. 

A. 
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Q. 

A. 

Q. 

4. 

Did RUCO use incorrect leasehold amortization rates? 

RUCO did not amortize the identifiable leasehold improvements included 

in the Company’s plant in service account. In calculating RUCO’s going 

forward level of depreciation expense, RUCO only removed that portion of 

amortization expense that was related to the ten-year amortization of 

deferred CAP charges and accepted the Company’s remaining pro forma 

depreciation and amortization expense which contains the Company- 

proposed level of amortization expense attributed to leasehold 

improvements. This being the case, if what Ms. Hubbard claims is true, 

RUCO’s accumulated depreciation figure would actually be understated 

and an error in the Company’s favor. 

Did RUCO incorrectly remove the entire original cost of retired non- 

depreciable plant assets from the Company’s accumulated depreciation 

ba I a n ce? 

No. Ms. Hubbard is incorrect on this point. The correct ratemaking 

treatment for retired assets, whether they are depreciable or not, is to 

remove the entire original cost of the asset from the accumulated 

depreciation balance (whether that balance is zero or not). This is basic to 

utility ratemaking and is dictated by the uniform system of accounts. 
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ELIMINATION OF THE PPAM AND PWAM 

Q. 

A. 

Q. 

A. 

Q. 

A. 

Have you reviewed the rebuttal testimony of Company witnesses Kennedy 

and Hubbard that addresses RUCO’s recommendation to eliminate the 

Company’s PPAM and PWAM? 

Yes. I have reviewed the Company’s rebuttal testimony, which was filed 

by the aforementioned witnesses. 

Please summarize the positions that Mr. Kennedy and Ms. Hubbard have 

taken on this issue. 

Mr. Kennedy’s rebuttal testimony expresses his opposition to ACC Staff 

and RUCO’s recommendations to eliminate both the PPAM and PWAM. 

Mr. Kennedy cites Arizona Law, claiming that A.R.S. § 40-370(A) supports 

his position. Ms. Hubbard’s rebuttal testimony focuses on RUCO’s related 

adjustment that increased the cost of pumping power, which was 

purchased from APS, by 3.5 percent. 

What are ACC Staff and RUCO’s positions on the PPAM and PWAM 

issues in this case? 

Both ACC Staff and RUCO have recommended that the Company’s 

PPAM and PWAM be eliminated as they were in the Company’s Eastern 

Group proceeding. As I stated on page 10 of my direct testimony, the 
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Commission’s Decision2 in that proceeding was the main reason for 

RUCO’s recommendation to eliminate the PPAM and PWAM in the 

Western Group. 

Q. 

A. 

Q. 

A. 

Has RUCO changed its position on the elimination of the PPAM and 

PWAM based on the rebuttal testimony presented by Mr. Kennedy? 

No. 

PPAM and the PWAM. 

RUCO supports ACC Staff’s recommendation to eliminate both the 

Do you believe that the Commission is required to keep the Company’s 

PPAM and PWAM in place under the provisions of A.R.S. § 40-370(A)? 

This question requires a legal opinion and I am not a lawyer. However, 

speaking strictly as a financial analyst who has read the statute (as it was 

cited by Mr. Kennedy) and who has witnessed the Commission’s past 

actions, I believe that the Commission has always relied on its own 

constitutional authority when making a decision on whether or not to 

approve an adjustor mechanism. Based on my experience with cases that 

have come before the Commission, including the prior Arizona Water 

Eastern Group rate case and the recent APS rate case where a power 

supply adjustor (“PSA) was central to the proceeding, I don’t believe the 

Commission is required to approve any adjustor mechanism that a utility 

requests. In the APS case, the arguments for the PSA were much more 

’ Decision No. 66849, dated March 19, 2004. 
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compelling than the arguments presented by Arizona Water in this 

proceeding and the APS PSA still faced strong opposition by certain 

members of the Commission. In fact, during the APS case, the provisions 

of A.R.S. § 40-370(A) were never even raised by APS. It would appear 

that APS realized what Arizona Water has not, that the Commission has 

the authority to grant or deny pass-through mechanisms. 

Q. Did RUCO make an adjustment that took the recent APS rate increase 

into consideration? 

Yes, RUCO‘s Operating Adjustment #4 - Purchased Power, which is 

described on Page 27 of my Direct Testimony, increased the cost of 

pumping power that the Company purchased from APS (during the Test 

Year) under the Rate 32 Tariff. RUCO’s adjustment increased the cost of 

these Test Year APS purchases by 3.5 percent. 

A. 

Q. What was the Company’s position on RUCO’s adjustment to increase 

purchased power expense that is attributed to APS? 

Company witness Hubbard did not take issue with RUCO’s adjustment, 

but did point out that the Company also purchases power from APS under 

the Rate 221 Tariff. 

A. 
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Q. Did RUCO’s purchased power adjustment include the power purchased by 

the Company under APS’ Rate 221 tariff? 

No. RUCO asked the Company for a breakdown of the total Test Year 

purchased pumping power expense by electric service provider for each of 

the five Western Group systems3. The Company referred RUCO to a 

work paper that only provided information on power purchased under 

APS’ Rate 32 Tariff. 

A. 

Q. Is RUCO willing to make an adjustment that takes purchases under APS’ 

Rate 221 Tariff into consideration? 

RUCO is willing to make such an adjustment if Arizona Water will provide 

RUCO with copies of the APS statements that billed the Company for 

power that was purchased under the Rate 221 Tariff. 

A. 

COST OF CAPITAL 

Q. Has the Company accepted RUCO’s recommended capital structure and 

cost of debt? 

Yes. There is no debate among the parties to the case on these two 

points. Both ACC Staff witness Alejandro Ramirez and myself have 

recommended that the Commission adopt the Company-proposed capital 

structure, which is comprised of 73 percent common equity and 27 

A. 

RUCO Data Request No. 6.2. 3 
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percent long-term debt, and the Company-proposed 8.43 percent 

weighted cost of long-term debt. 

Q. Please summarize the estimated costs of common equity being 

recommended by each of the parties in this case at this stage of the 

proceeding . 

A. The estimated costs of common equity being recommended by each of 

the parties at this stage of the proceeding are as follows: 

Company 

ACC Staff 

RUCO 

11.25 percent 

9.10 percent 

9.44 percent 

As can be seen above, the parties’ estimates range from ACC Staffs low 

of 9.10 percent to the Company’s high of 11.25 percent, a difference of 

two-hundred and fifteen basis points. 

Q. Has the Company revised its cost of common equity estimate in its 

rebuttal testimony? 

A. No. 
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Q. 

A. 

Q. 

A. 

Q. 

A. 

How does Staff witness Ramirez arrive at his recommended cost of 

equity? 

Mr. Ramirez averaged the results produced by his single and multi-stage 

DCF models to arrive at an estimate of 9.3 percent and then averaged the 

results of his CAPM analysis to arrive at an estimate of 9.2 percent. He 

then averaged these two figures to arrive at an overall estimate of 9.3 

percent. For his final recommendation, Mr. Ramirez chose a 9.1 percent 

figure, which represents the low end of his estimates. In comparison, my 

estimate of 9.44 percent is the unadjusted result that was derived solely 

from my single stage DCF analysis. 

What would your cost of equity estimate be if you averaged the results 

produced by your DCF and CAPM models as Mr. Ramirez has? 

The average of the results produced by my CAPM model would equal 

9.08 percent. An overall average of my DCF result of 9.44 percent and 

my averaged CAPM result of 9.08 percent would result in the same 9.3 

percent overall average that Mr. Ramirez calculated. 

Have you recalculated the cost of equity recommended in your direct 

testimony using more recent data? 

Yes. After filing my direct testimony, I performed a similar DCF and 

CAPM analysis using updated Value Line Investment Survey (“Value 

Line”) figures that were published on April 29, 2005. The updated Value 
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Line figures produced a DCF result of 9.49 percent and an average CAPM 

result of 9.11 percent. The overall average of these results equals the 

same 9.3 percent return calculated in the examples above. 

Q. 

A. 

Q. 

A. 

Are you revising your original 9.44 percent estimate based on the updated 

results that you just described? 

No. As I explained on page 27 of my direct testimony, Arizona Water’s 

capital structure of 73 percent equity and 27 percent debt is not as 

leveraged as the capital structures of the water utilities included in my 

proxy. Even though an argument could be made to make a downward 

adjustment to my DCF result of 9.44 percent (given the fact that Arizona 

Water is less risky than the water utilities in my proxy when the 

Company’s equity heavy capital structure is taken into consideration), I 

decided not to make such an adjustment. Since I elected not to make a 

downward adjustment at that point in time, I have decided not to make an 

upward adjustment now. My recommended cost of equity estimate for 

Arizona Water remains at 9.44 percent. 

Please summarize the weighted costs of capital being recommended by 

each of the parties in this case at this stage of the proceeding. 

The weighted costs of capital (i.e. weighted cost of debt and weighted cost 

of equity) being recommended by each of the parties at this stage of the 

proceeding are as follows: 
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Company 10.50 percent 

ACC Staff 8.90 percent 

RUCO 9.17 percent 

The weighted costs of capital being recommended by the parties range 

from ACC Staffs low of 8.90 percent to the Company’s high of 10.50 

percent or a difference of one-hundred and sixty basis points. 

Q. 

4. 

3. 

9. 

Have you reviewed the Company’s rebuttal testimony on cost of capital 

issues in this case? 

Yes. Both Mr. Kennedy and Dr. Zepp, the Company’s cost of capital 

consultant, addressed cost of capital issues in their rebuttal testimony. 

Please summarize Mr. Kennedy’s rebuttal testimony on the cost of capital 

issues in the case. 

Mr. Kennedy provides a comparison of the estimates being recommended 

by the parties to the case and then argues that ACC Staff and RUCO’s 

cost of common equity estimates are too low. Mr. Kennedy cites a series 

of reasons why Arizona Water’s cost of common equity should be higher, 

based on its unique, or company specific, risks. According to Mr. 

Kennedy, these unique risks include Arizona’s use of an historic test year, 

the elimination of the PPPAM and PWAM, arsenic recovery costs and 

tiered rate designs. After his discussion of unique risk, Mr. Kennedy 
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averages the actual and authorized returns (which results in range of 10.0 

percent to 10.4 percent) of six of the sample water utilities that were 

included in ACC Staffs proxy, and three of the water utilities used in my 

proxy, for estimating Arizona Water‘s cost of common equity. 

2. 

4. 

2. 

4. 

Do any of Mr. Kennedy’s arguments justify an upward adjustment to your 

recommended cost of common equity? 

No. All of the points raised by Mr. Kennedy were either addressed in my 

direct testimony and/or were considered by me in arriving at my 

recommended cost of common equity for Arizona Water. Out of the six 

sample water utilities used in ACC Staffs proxy, and three of the sample 

water utilities used in my proxy, whose actual and authorized returns were 

averaged by Mr. Kennedy, all have capital structures that are heavier in 

debt than Arizona Water’s. Although Mr. Kennedy states that Arizona 

Water’s level of debt will increase to finance arsenic removal equipment, 

the actual level of debt is not known and measurable at this time, and the 

Company remains equity rich. 

Has the Company projected what its levels of debt and equity will be? 

The Company’s schedule D-1 projects a capital structure of 63 percent 

equity and 37 percent debt at the end of the 2004 operating period. 

However, the projected level of 37 percent debt is still below the average 
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of 49.5 percent for the six water utilities used in Mr. Kennedy’s example. 

Thus Arizona Water would still be perceived as having lower financial risk. 

Q. 

4. 

a. 

4. 

Please describe Dr. Zepp’s rebuttal testimony. 

Dr. Zepp’s rebuttal testimony takes issue with RUCO’s recommended cost 

of equity capital and the methods that were used to derive my 

recommended 9.44 percent cost of common equity for Arizona Water. Dr. 

Zepp states that Arizona Water should be entitled to a 50-basis point 

adjustment noting the placement of the Company’s Series K bonds as 

support for this claim. He then lists a number of other reasons why Mr. 

Ramirez’ and my estimates of common equity costs are too low. Dr. Zepp 

then restates the results of both Mr. Ramirez’ and my estimates of 

common equity by injecting his own assumptions and selected forecasted 

interest rates into our respective models. 

Please address Dr. Zepp’s justification for a risk premium based on 

Arizona Water Company’s inability to place bonds at reasonable rates. 

This is a moot point since Arizona Water successfully placed its Series K, 

8.04 percent general mortgage bonds, due in 2031, during April 2001. 

While it may have taken Arizona Water longer to place this particular bond 

issue than others in the past (do to changing market conditions for the size 

of the issues being offered), the fact remains that the issue was indeed 

placed by the Company. Given the fact that the placement of debt is not 
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even an issue in this case, and that there is no reason to believe that 

Arizona Water won’t be able to successfully place debt as it did four years 

ago, no justification for a risk premium exists. 

Q. Do you agree with Dr. Zepp’s restatement of the results of your DCF 

a na lysis? 

No, I do not. Dr. Zepp has restated the growth component (“g”) in my 

DCF analysis, which is the sum of a utility’s internal, or sustainable growth 

rate (“br”), and the external growth rate estimate (“sv”). As I stated in my 

direct testimony, my estimate of g is higher than the projections presented 

by Zacks Investment Research, I ~ c . ~  and are more optimistic than the 

projections of independent analysts at Value Line Investment Survey. 

This comparison was presented in Schedule WAR-6 of my direct 

testimony. The numbers of independent analysts exhibited in schedule 

WAR-6 speak for themselves and are a far better check on my estimate of 

g than the restatement that Dr. Zepp presents in his rebuttal testimony. 

A. 

Q. 

A. 

Do you agree with Dr. Zepp’s criticisms of your DCF methodology? 

No. In particular I strongly disagree with Dr. Zepp’s views on the method 

that I used in the calculation of “v” for the external growth rate estimate 

portion of the DCF’s growth component. This calculation takes into 

Zacks Investment Research was formed in 1978 to compile, analyze, and distribute investment research 
to both institutional and individual investors. Zack’s presently compiles investment data that is obtained 
through its relationships with over 250 different brokerage firms. 

4 
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consideration the fact that, while in theory a utility’s stock price should 

move toward a market to book ratio of 1.0 if regulators authorize a rate of 

return that is equal to a utility’s cost of capital, in reality a utility will 

continue to issue shares of stock that are priced above book value. 

Q. 

A. 

Q. 

A. 

Can you provide any evidence that water utility stock prices are actually 

moving to a market to book ratio of 1 .O? 

A recent analysis that I performed indicated that they are. Attachment E 

to my testimony contains line graphs for each of the three water utilities 

that I included in my proxy. The graphs show that at the present time, the 

stock prices of all three of the utilities included in my sample appear to be 

moving in the direction of a market to book ratio of 1 .O. 

Please comment on Dr. Zepp’s restatement of the results of your CAPM 

analysis. 

In restating the results of my CAPM analysis, Dr. Zepp has chosen a 

higher forecasted long-term rate of 5.8 percent as opposed to the average 

return of 2.70 percent on a 91-day Treasury Bill which I used. The 

forecasted rate that Dr. Zepp has used is a full one hundred and twenty- 

eight basis points higher than the most recent 4.52 percent 30-year 

Treasury yield published in the May 20, 2005 edition of Value Line’s 

Selection and Opinion publication. If the actual 4.52 percent rate were 

substituted into my CAPM models it would produce an expected return 
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that ranges from 8.8 percent, based on a geometric mean, to 10.3 

percent, based on an arithmetic mean. An average of this range produces 

an expected return of 9.6 percent, which is only slightly higher than my 

recommended 9.44 percent return on common equity. 

3. 

4. 

2. 

4. 

What is your response to Dr. Zepp’s position that the yields on longer-term 

instruments should be used in the CAPM model as opposed to the 

average return on a 91-day Treasury Bill that you used? 

Even though an ongoing debate in the academic community exists over 

what type of instrument best fits the definition of a risk free asset, I believe 

that the consistent use of a normalized 91-day Treasury Bill (“T-Bill”) rate 

is the most theoretically correct parameter for use in the CAPM model. 

In his rebuttal testimony, Dr. Zepp explains why he believes that the use of 

longer-term instruments should be used in the CAPM model. Can you 

explain why you believe the use of a 91-day T-Bill is more appropriate 

than longer-term instruments? 

The logic in the use of a 91-day T-Bill has been presented in prior 

proceedings before the Commission by Mr. Stephen Hill, a cost of capital 

consultant who has testified for RUCO, whom I cited in the DCF section of 

my direct testimony. I believe, as does Mr. Hill, that the use of the 91-day 

T-bill is justified for two reasons. First, investors face no maturity risk with 

the purchase of the 91-day T-Bill. As stated in my direct testimony, 
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longer-term U.S. Treasury instruments, such as the forecasted long-term 

yield used by Dr. Zepp in his restatement, have higher yields due to 

maturity risk. These higher yields compensate investors for forgone future 

investment opportunities and for future unexpected changes in the rate of 

inflation. Individuals who invest in 91-day T-bills do not face these risks. I 

believe that a good argument can be made that when maturity risk is 

taken into consideration, the yields on 91-day T-Bills emerge as a better 

proxy for the risk free rate of return that is an integral component of the 

CAPM. 

Second, I believe, as does Mr. Hill, that the use of longer-term treasury 

instruments conflicts with the CAPM model's exclusive reliance on 

systematic risk. Systematic risk (also referred to as market risk) is defined 

as that part of a security's risk that is common to all securities of the same 

general class. It is risk that cannot be eliminated by diversification (the 

beta coefficient used in the CAPM is the measurement of systematic risk). 

CAPM theory asserts that the degree of systematic risk that is inherent in 

any stock, or investment portfolio, is captured by, and reflected in, the beta 

coefficient. A contributor to overall systematic risk is the risk of 

unexpected changes in the long-term inflation rate. Since the risk 

associated with unexpected changes in the long-term inflation rate is 

already included in the beta coefficient, the use of longer-term U.S. 

Treasury instruments as a risk free asset accounts for this risk twice - 

once with the beta and once with the long-term U.S. Treasury instrument 
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yield. In short, I believe that the use of longer-term U.S. Treasury 

instruments in the CAPM model incorrectly double counts the long-term 

inflation return requirements of investors and produces overstated results. 

Q. 

4. 

3. 

4. 

3. 

9. 

Have any of the rebuttal testimony arguments advanced by Dr. Zepp 

persuaded you to make any changes in your recommended 9.44 percent 

cost of common equity for Arizona Water? 

No. 

Does your silence on any of the issues or positions addressed in the 

rebuttal testimony of the Company’s witnesses constitute acceptance? 

No, it does not. 

Does this conclude your surrebuttal testimony on Arizona Water? 

Yes, it does. 
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' 1  

WATER RATES 
ARIZONA WATER COMPANY 
Phoenix, Arizona 
Filed by: William M. Gatfield 
Title: President 

A.C.C. No. 440 
Cancelling A.C.C. No. (not applicable) 
Tariff or Schedule No. NP-260 
Filed: March 31,2004 

Date of Original Filing: March 7,1994 Effective: March 10,2004 
System: CASA GRANDE, COOLIDGE, WHITE TANK 

NON-POTABLE CENTRAL ARIZONA PROJECT WATER 

AVAILABILITY: 

In the Company's Casa Grande, Coolidge and White Tank water systems, where and when Central Arizona 
Project ("CAP") water is available. 

SUITABILITY: 

It is the customer's responsibility to determine the initial and continuing suitability of the non-potable CAP 
water furnished under this tariff for any intended uses. The Company does not treat, test or monitor non-potable 
CAP water and furnishes it to customers strictly on an "as received basis from the Central Arizona Water 
Conservation District ("CAWCD). The customer agrees to accept no n-potable CA P w ater '' as received." 
Compliance with any requirement of the Arizona Department of Environmental Quality, or any other agency 
having jurisdiction, concerning the use or quality of non-potable CAP water shall be the sole responsibility of 
the customer. The Company will not be liable for, and the customer will hold harmless, indemnify and defend 
the Company against, any injuries or damages arising from its service of non-potable CAP water. 

FACILITIES AND DEMAND: 

When applying for non-potable CAP water service, the customer shall specify the maximum annual 
quantity of CAP water in acre feet (AF) that it intends to use under this tariff schedule and pursuant to a Non- 
Potable Water Facilities Contribution Agreement. This quantity of water will be used to determine the facilities 
required to serve the customer and will be the customel's maximum demand for non-potable CAP water ("CAP 
Demand") during any calendar year. The customer will be responsible for both the deferred (including holding 
costs) and the current annual CAWCD M&l Water Service Capital Charges on the CAP Demand and on any water 
use in excess of the CAP Demand. 

The customer will contribute the funds required to install all facilities needed to provide CAP water. Such 
facilities will be owned by the Company. 

The Deferred CAP Demand Charge includes the deferred annual CAWCD M&l Water Service Capital 
Charges and associated holding costs for the customer's CAP Demand. The Deferred CAP Demand Charge is 
payable prior to the start of service or within fifteen (15) days of any approved increase in CAP Demand. The 
Deferred CAP Demand Charge will be payable only on any future increase in CAP Demand for those customers 
receiving service under this tariff as of the effective date. The Deferred CAP Demand Charge is not refundable if 
the customer's CAP Demand is later reduced. 

-- --- 
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ARIZONA WATER cornpmvr 
NON-POTABLE CENTRAL ARIZONA PROJECT WATER - continued NP-260 

MONTHLY BILL: 

The monthly billing will consist of the following components: 

1. A monthly CAP Demand charge equal to 1112th of the customer's CAP Demand in AF times the 
applicable CAWCD M&l Water Service Capital Charge per AF plus four percent (4%) of such costs to cover the 
Companqs administrative and handling costs. Should the customer's actual water use exceed the customer's 
CAP Demand, the customer will be billed an additional demand charge, based on the applicable CAWCD 
M&l Water Service Capital Charge, on the excess water use, plus a four percent (4%) administrative and 
handling fee. 

2. A meter charge based on the applicable monthly minimum charge by meter size as set forth in each 
system's General Service tariff schedule. This meter charge shall not include any water. 

3. A commodkty charge designed to pass on all costs of non-potable CAP water, except the monthly 
CAP Demand charge, as billed to the Company during the previous month by the CAWCD or any other 
authorized governmental agency, plus one percent (1%) of such costs to cover the Company's administrative 
and handling costs. 

4. A power, maintenance and depreciation charge based on the specific requirements of each customer. 

A. The power component will be the direct and separately metered cost of the power billed to 
the Company during the previous month for CAP water delivered to the customer, plus one 
percent (1 %) of the power cost to cover the Company's administrative and handling costs. If 
multiple customers are being served by common facilities, the power componentwill be prorated 
based on CAP water actually used during the month by each customer. 

B. The maintenance component will be the actual costs of maintaining the facilities required to 
serve the cusbrner, plus a ten percent (10%) charge to provide for overhead and margin. 
If multiple customers are being served by common facilities, the maintenance component will 
be prorated based on each customer's CAP Demand. 

C. The depreciation component will be 1112th of the product of the Company's book 
depreciation rate, as authorized by the Arizona Corporation Commission, times the original cost of 
the plant facilities serving the customer. If multiple customers are being served by common 
facilities, the depreciation component will be prorated based on each customer's CAP Demand. 

Late Charge: Any payment not received within ffieen (15) days from the postmark date of the bill will 
be delinquent and subject to a late charge of one and one-half percent ( 1  ID%) per month. 

Adjustment: An adjustment for state and local taxes, which will be the applicable proportionate part 
of any taxes or governmental impositions which are, or in the future may be, assessed on the basis of the gross 
revenues of the Company andlor the price or revenue from the water or service sold andlor the volume of water 
pumped or purchased for sale andlor sold hereunder. In the event of any increase or decrease in taxes or other 
governmental impositions, rates shall be adjusted to reflect such tax increase or decrease. 

TERMS AND CONDITIONS: 

Subject to the Company's Tariff Schedule TC-243. 

Revised i l l  8/95 
Revised 1 I1 5/99 
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